e, Informing the legislative debate since 1914

Congressional Research Service

Updated November 14, 2019

Introduction to U.S. Economy: Business Investment

What Is Business Investment?

Business investment is spending by private businesses and
nonprofits onlong-lasting assets, also known as physical
capital, that assist in the production of goods and services.
Physical capital is generally grouped into three categories:
equipment (e.g., machinery or computers), structures (e.g.,
offices orwarehouses), and intellectual property (e.g.,
software development or researchand development).

Throughinvestment, businesses can build up their stock of
physical capital, which increases their capacity to produce
goodsandservices. Forexample, when a restaurant
purchases an additional grill, it increases its capacity to
prepare food at a giventime. However, physical capital
tends tobecome less productive overtime due to wearand
tearand eventually must be replacedas it breaks down.
This processiis referred to as depreciation. Fora firm to
continually increaseits stock of physical capital, and
therefore its productive capacity, it must investin new
physical capital faster than its currentphysical capital is
depreciating. The same goes for the economy as awhole—
for the economy’s stock of physical capital to increase, the
investment rate mustexceed therate at which physical
capitaldepreciates.

Economic Considerations

Business investment is of significantinterestto economists
because it can affect the economy’s short-termand long-
term growth.

In the short term, an increase in business investment
directly increases the contemporary level of gross domestic
product (GDP) becausebusiness investment is included in
GDP. Similarly, a decrease in business investmentwill
decrease GDP. Business investment is one ofthe more
volatile components of GDP and tends to fluctuate
significantly fromquarter to quarter.

In the long term, business investment, specifically the size
of the capital stock, canimpact the economy’s long-term
growth. A higher physical capital stock increases the
economy’s overall productive capacity, allowing more
goodsandservices tobe produced with the same level of
laborand other resources. Alternatively, a lower physical
capital stock reduces the economy’s productive capacity, all
else equal. In the long term, economic growth generally
dependson growthin the economy’s productive capacity,
rather than swings in supply and demand. Faster economic
growth generally translates into fasterincome growthand
improved living standards. For additional discussion of the
long-termdrivers of economic growth, referto CRS In
Focus IF10557, Introductionto U.S. Economy:
Productivity, by Jeffrey M. Stupak.

Drivers of Business Investment

The main determinants of business investmentare broader
economic conditions, business confidenceand expectations,
and long-terminterest rates.

As discussed earlier, business investment canaffect the
economy, butchanges in the economy also affect business
investment. Asshown in Figure 1, following the beginning
of the 2007-2009 recession, business investmentbeganto
decrease sharply. Asarecession occurs, businesses tendto
see adecline in demand fortheir products, which leads
themto reduce investmentspending. Alternatively, during a
healthy economic expansion, businesses tendto see rising
demand for their products, which leads themto increase
investment in orderto increase production toaccommodate
the increased demand. As such, the business cycle is one of
the largest drivers of business investment. For more
information regardingthe business cycle, referto CRS In
Focus IF10411, Introductionto U.S. Economy: The
Business Cycleand Growth, by Jeffrey M. Stupak.

Figure |. Recent Business Investment Trends

2005-2019
& o)
& Business Investment 52
8 2,500 /_/ .-
N =
= g
~ 2,000 / / 5 9
s ] 5
£ 1,500 0 =
= Investment Rate c
= -5 &
1,000
-10
500 s
0 -20
N W M0 O M s W M~ 00 G
o O O Q9O A A =34 o34 o34 o o = o -
o O 0O O 0 O O 00 O O O O O O O
[ B o B o Y o Y o B o B o N o Y o N o BN o BN o N o o B o |

Source: Bureau of Economic Analysis.
Notes: Theinvestment rate is measured as the year-over-year
changein real business investment. Grey bar indicates recession.

Business confidence and future expectations for the
economy are also expectedto influence business
investment. If business owners expect rising salesand
improving economic conditions, they are more likely to
invest in their businesses because they anticipate increased
demand fortheirgoods and services. Alternatively,
declining confidence in the economy will likely resultin
declining business investment. Business confidence and
future expectations canbe unpredictable anddifficult to
influence through public policy.

Business investment is typically financed through credit
markets. As such, interest rates influence business
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investment decisions by either increasing or decreasing the
cost forabusiness to borrow funds, thus affecting the
profitability of making additional investments. Whena firm
is evaluating a potential investment, it must determine
whetherthe expected benefits will outweighthe cost. All
else equal, arising interest rate will increase the costs
associated with an investment, resulting in fewer
investments being undertaken. Alternatively, a falling
interest rate will decreasethe costs associated with
investment, resultingin more business investment. This
concept is the guiding principle behind contemporary
monetary policy, with the Federal Reserve altering short-
terminterest rates in orderto influence long-terminterest
rates in an effort to affect business investment (and interest-
dependentconsumer spending.) Foradditional discussion of
monetary policy and the Federal Reserve, referto CRS
Report RL30354, MonetaryPolicyandthe Federal
Reserve: Current Policy and Conditions, by Marc Labonte.

Saving and Investment

One ofthe long-termdeterminants of business investrent is
the level of savings available to theeconomy. For financial
institutions to loan funds to businesses that the businesses
in turn use to make investments, other individuals must be
depositing their savings with those financial institutions.
Because ofthe global nature ofthe U.S. economy, firms in
the United States haveaccess to savings fromwithin the
United States and fromabroad; thus, interestrates in the
United States are influenced by the supply of global, in
addition to national, savings. A highersupply of savings
results in lower interestrates, anda lower supply of savings
results in higher interest rates, allelse equal. As such, an
increase in the supply of savings should lead to an increase
in business investment, due todeclining interest rates. For
additional discussionofthe supply of savings, referto CRS
In Focus IF10963, Introduction to U.S. Economy: Personal
Saving, by Jeffrey M. Stupak.

Trends in Business Investment

As shown in Figure 1, business investmentdeclined
sharply during the 2007-2009 recession. Deteriorating
economic conditions during the recession reduced business
revenues and confidence. Thedecline in business
investment persisted through the third quarter of 2009,
despite the Federal Reserve lowering its benchmark interest
rate to zero beginningin late 2008. Following the 2007-
2009 recession, business investmentbeganrising again,
with the year-over-year investmentrate peakingaround
13% in the first half of 2012. This rise in business
investment coincided with historically low interestrates,
improving business confidence, and broadly improving
economic conditions.

Business investment began toslow considerably by mid-
2014, remaining relatively flat between 2014 Q4 and 2016
Q2. This decline in investment coincided with a decline in
businessconfidence, as measured by the Organisation for
Economic Co-operationand Development (OECD)
businessconfidenceindex Some commentators suggested
the decline in confidenceresulted frompolicy uncertainty
during the run-up tothe 2016 election. Beginningin mid-
2016, business investment began increasing again, peaking
in mid-2018. Since this peak, investment has slowed though
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the rest 0f 2018 and 2019. The temporary accelerationin
businessinvestmentwas potentially due to increased
businessconfidenceand changes to thetaxcode thatmade
physical capital investmentmore attractive. For further
discussionofthe effect ofthe 2017 tax revision, referto
CRS Report R45736, The Economic Effects ofthe 2017 Tax
Revision: Preliminary Observations, by Jane G. Gravelle
and Donald J. Marples.

In general, beginning in the late 1970s, business investment
as apercentage of GDP increased and has remained
elevated, increasing froman average of around 10.8%
between 1948 and 1975 to around 13.0% between 1976 and
2019. As shownin Figure 2, after falling to about 11.3% by
the end 0f 2009, business investment, as a percentage of
GDP, has risen backto pre-recession levels ofaround
13.4% as of mid-2019.

Figure 2. Historical Business Investment Trends
1948-2019
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Source: Bureau of Economic Analysis.
Notes: Grey barsindicate recessions.

Foreign Investment

Business investment in the United States is made by both
domestic and foreign individuals. The United States
receives significant foreigndirect investment fromabroad,
amounting toabout$296.4 billion in 2018, accordingto the
Bureau of Economic Analysis. By this measure, the largest
foreign investors in 2017 were Germany, Ireland, and
Canada. In additionto foreigndirect investment,
individuals fromabroad can invest in U.S. financial assets
that can provide U.S. businesses with funds to finance
physical capital investment.

Foreign investment in the United States has been trending
downward overthe past several years, declining fromits
postrecession peak of about $439.5 billion in 2015.
However, the United States is notalonein experiencing a
decline in foreign investment. According to the OECD,
globalforeign investment declined about 20% in the first
half 0f2019.

(Note: This In Focus was originally authored by Jeffrey
Stupak, former CRS Analyst in Macroeconomic Policy.)

Marc Labonte, Specialist in Macroeconomic Policy
IF11020
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Disclaimer

This document was prepared by the Congressional Research Service (CRS). CRS serves as nonpartisan shared staff to
congressional committees and Members of Congress. It operates solely at thebehest of and under thedirection of Congress.
Information ina CRS Report should not be relied uponfor purposes other than public understanding of information that has
been provided by CRS to Members of Congress in connection with CRS’s institutional role. CRS Reports, as a work ofthe
United States Government, are notsubject to copyright protection in the United States. Any CRS Report may be
reproducedand distributed in its entirety without permission fromCRS. However, as a CRS Report may include
copyrighted images or material froma third party, you may needto obtain the permission of the copyright holder if you
wish to copy or otherwise use copyrighted material.
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